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50th Tax Conference Outline
Business & Finance Issues with Traditional Finance and Capitalization
1. What are the options available today to finance a company?
a. The capital markets today provide a wide range of financing
options.
b. Contrast with a generation or two ago where the options were
limited to:
i. Basic mortgage products
1. 30 year amortization schedule
2. fixed interest rate
ii. Traditional secured loans
1. First lien on all the borrower's property
2. Personal guaranties of the business owner
3. Conservative advance rates against the collateral's
value
iii. Factoring and other traditional working capital backed
funding mechanisms
iv. The debt capital markets for cash flow based loans were
open only to the largest and most creditworthy companies
v. Straight equity securities
1. Small private placements
2. Generally robust public markets for small companies'
stocks
c. The 1980s saw the beginnings of the dramatic shift in the options
available to finance companies
i. The private equity business came out of the shadows and
blossomed (e.g. KKR)
ii. Michael Milken and Drexel Burnham Lambert opened the
debt capital markets to much less creditworthy borrowers
iii. The mortgage markets began to invent a wider array of
products that provided greater flexibility for the borrower
and the lenders started to tap the capital markets for their
funding
iv. Banks and other traditional lenders became much more
creative and aggressive in pursuing cash flow based loans
particularly for leveraged buyout transactions.
v. Mezzanine lenders provided a limited amount of growth
capital at high rates of interest.
d. What does the landscape look like today?
i. The number of financing options has exploded.
ii. A wide number of options are available up and down the
left side of the balance sheet
iii. The array of products includes, among other things: [add a
brief description of the product]
1. Asset based financings - Advance rates tied to the
nature, relative liquidity and value of underlying
assets and costs depend on complexity and risk
2. Cash flow loan products -
a. Senior subordinated
b. Senior secured
c. Senior term
d. Subordinated
e. Revolving facility
f. Term A loans
g. Term B loans
h. Term C loans
3. High Yield bonds
4. Sub-prime loan products
5. Leasing products
a. Capital lease financings
b. Operating lease arrangements
c. Sale and leaseback transactions
d. Synthetic lease products
6. Swap and other derivative transactions
7. Mortgage financing
a. Fixed v. adjustable rate
b. A wide variety of maturities and amortization
schedules
8. Asset securitizations & conduit programs
a. Credit cards
b. Mortgages
c. Auto loans
d. Commercial loans
9. Second lien and last out senior financing
10. Stretch senior or mezzanine debt
11. Mezzanine debt or equity
a. Straight coupon
b. Payment-in-kind features
c. Warrants or other equity components
12. Equity capital
a. Straight preferred
b. Participating preferred
c. Redeemable, convertible preferred
d. Common equity
e. Provided by angel investors, venture
capitalists, private equity investors, other
institutional investors or the public markets
2. Understanding the company's capital needs and the use of proceeds
a. Before picking a product a company must first determine what
their capital needs are and how they plan to deploy the additional
capital
b. Start with a solid business plan
i. Clear statement of mission, values and objectives
ii. Solid understanding of the company's strengths,
weaknesses, opportunities and threats:
1. Competitive environment and market characteristics
(e.g. growing, mature, declining, etc.)
2. Products or services market position (quality, pricing,
etc.)
3. Risk to the business (e.g. product obsolescence,
change in consumer demands, legislative changes,
litigation, etc.)
4. Frank assessment of the company's products,
services, personnel, distribution channels, etc.
iii. Strategic initiatives
iv. Solid financial model
c. Determine what drives capital needs and the duration of those
needs
i. Working Capital - Seasonal vs. permanent growth capital
1. Seasonal fluctuations in working assets
2. Should clear itself in the course of a fiscal year
3. Not appropriate for higher cost capital (equity, mezz)
4. Should be provided by a bank or (if otherwise thinly
capitalized) an asset-based lender
5. No need for long-term commitment
ii. Capital expenditures
1. Funds long term levels of required working capital
2. Examples:
a. You purchase assets of target company, w/ out
Accounts Receivable. The amount of money
you spend between closing date and the point
at which cash inflows match outflows =
permanent working capital.
b. You roll out a new product, which generates
significant sales, but no cash inflows for 75
days.
c. Primary vendor offers a new prompt payment
discount you do not want to pass up. This
vendor previously provided 60% of your
typical A/P, most of which will now need to
be paid off.
3. Funding fixed assets
a. Capital should match life of underlying asset.
For instance, if you purchase 15 forklifts for
use in rental fleet, the capital you use to pay for
them should be committed to you for a long
enough time for net rental revenues to pay for
the forklifts
b. Some component of equity (20%?) is advisable
here if using bank debt, to provide for
variations in cash flow.
iii. Acquisitions
1. The most attractive capital source will be driven by
dynamics of target company:
2. If a capital (i.e asset) - intensive business with little
goodwill in the purchase price, some, if not a
substantial portion, senior debt may be available
3. If a service company with few assets and substantial
goodwill (i.e. you are buying a customer list and/or
steam of cash flow), very little senior debt may be
available.
4. Level of bank debt available for acquisition financing
will also be driven by industry experience/expertise
of management team and familiarity with lender.
5. Senior debt is generally cheapest, & thus you want to
employ as much as possible, within bounds of
prudence.
iv. Refinancing or restructuring of existing fixed obligations
(maturity, covenant compliance issues, etc.)
v. Shareholder or other investor demands
1. Examples:
a. Dividend or other distributions
b. Recapitalization including generational issues
and non-active family members
c. Buybacks
2. One or more shareholders or other capital providers
wish/demand to have their positions paid out
3. In mature, lowly leveraged companies this can be
accomplished with some or all senior debt
4. In younger, growing companies, this may require
capital similar in nature
5. Most often used for equity holders to "take money off
the table"
6. Generally involves the company buying treasury
stock using senior or junior debt
7. Most appropriate for high margin businesses
8. Not done very frequently these days solely with bank
debt; abundant private equity capital looking for
these type of transactions.
vi. Financial guarantees
1. Not really a form of capital, but often needed in new
or highly leveraged businesses
2. Guarantees the payment or performance of the
company to a third party
3. Can be bonds or letters of credit:
4. Bonds are issued by insurance companies
5. Letters of Credit (L/C's) are issued by banks
6. Standby L/C's can guaranty payment (i.e. industrial
revenue bonds) or performance (property
improvements)
7. Documentary L/C's guaranty a buyer's payment and
performance in international trade transactions.
3. Understanding the banks and other capital providers - What's really
important to them?
a. At its core this comes down to understanding the investors' risk
appetite and return expectations
b. At the lower end of the risk appetite are those firms that provide
the more senior and secure capital.
c. Conversely, the more the investors are exposed to the risks of the
business the more return they will demand.
d. The Bank's perspective
i. Banks endeavor to learn a limited amount about a
company...
ii. So they can make a lending decision involving a limited
amount of risk...
iii. And then charge a limited risk premium for their capital.
iv. In short, bank capital will be cheapest, but they will expect
you to remove as much of their risk as possible in return
v. Repayment Sources:
1. For small companies, banks generally want three
a. Cash Flow
b. Collateral
c. Personal Guarantor
2. For mid-size companies ($30MM+ in revenues), banks
may only need two
a. Cash Flow vs. Collateral
3. Age old debate
a. Today the answer is clearer - cash flow repays
loans, on average, a lot better than collateral
b. That doesn't mean there aren't options
e. Collateral-based lenders.
i. Much less focused on the profitable operations of the
company
ii. Much more focused on the assets the company generates,
understanding them, monitoring them, protecting them
iii. They will have very strict rules & procedures, and will be
very expensive.
iv. A/R factors often appropriate for turnaround & start-up
situations; Asset-Based lenders less so
v. Min deal size will be issue: < $5MM much less available,
and thus more expensive
vi. Asset-based lenders generally interested in working assets -
A/R, Inventory
vii. Limited appetite for equipment (<30% of total deal)
f. Cash flow based lenders.
i. Most cash flow shops shut down in '00 and '01.
ii. Cash flow multiples were way down, airballs, if any, were
much smaller, but that trend has very much changed over
the past 12 months.
iii. When cash flow lending changes it has a dramatic impact on
M&A activity and corporate valuations
iv. For larger transactions, this is a very vibrant market today,
but remains rare for smaller companies.
g. Impact of instrument's liquidity for institutional investors
h. Other markets and products have developed to help match
investors with appetites different from traditional capital sources
and companies that have non-traditional profiles (e.g. growth and
maturity of private equity and debt markets)
i. Equity investors in contrast to the banks have a far different risk
tolerance since they are the bookends of the capital structure
i. Equity investors are much more driven by long term equity
returns instead of risk mitigation
ii. They spend much more time learning about the business
and are more actively involved with their [portfolio
companies
iii. They are patient investors (e.g. 4-7 year hold period)
iv. They are focused on exit rights and control provisions
4. What can you reasonably expect from capital providers?
a. Costs of varying products
b. Timing of process to make investment decision
c. Level of due diligence
d. Time required to tap various markets
e. Size of transaction parameters (e.g. $150 mm for high yield and
$100 mm for syndicated bank loan deal)
f. Terms of financing - Covenant package discussion
5. Alternative solutions and emerging trends
a. Customer funded growth
b. Government grants and loan guarantees
c. Enterprise zone and tax credit deals
d. Review of market trends

Exhibit A - Form Bank Commitment Letter
[Date]
{President}
Richmond, VA 23230
Dear {President}:
First Market Bank, FSB (the "Bank") is pleased to offer this Commitment for the following credit
facilities, subject to the following terms and conditions:
Facility One
Borrower:
Loan Amount: $200,000
Purpose: Seasonal line of credit
Interest Rate: The Loan will bear interest at a fluctuating rate at all times equal to the Bank's
Prime Rate (as established and announced by the Bank from time to time as its "Prime Rate") per
annum. The interest rate will change on the effective date of any change in the Bank's Prime
Rate. The Bank's Prime Rate is but one of several interest rate indices used by the Bank. The
Bank tends at rates above and below the Prime Rate.
Interest will be calculated on the basis of a 360-day year and will be applied to the actual number
of days elapsed.
Maturity: December 31, 2004.
Repayment: The Loan shall be repaid by the Borrower as follows:
Principal on demand, with interest payable at the Interest Rate on the first day of each month.
Borrower will cause line to maintain a zero balance for a period of at least 30 consecutive days in
a calendar year.
Prepayment: The Loan may be prepaid in whole in or in part from time to time without penalty
or premium.
Late Charge: If the Borrower fails to make any payment on the Loan within seven (7) days of
the applicable due date, the Borrower agrees to pay the Bank a late charge equal to 5% of the
amount of such late payment.
Facility Two
Borrower:
Loan Amount: $200,000
Purpose: Capital Expenditures
Interest Rate: The Loan will bear interest at a fluctuating rate at all times equal to the Bank's
Prime Rate (as established and announced by the Bank from time to time as its "Prime Rate") per
annum. The interest rate will change on the effective date of any change in the Bank's Prime
Rate. The Bank's Prime Rate is but one of several interest rate indices used by the Bank. The
Bank lends at rates above and below the Prime Rate.
Interest will be calculated on the basis of a 360-day year and will be applied to the actual number
of days elapsed.
Maturity: December 31, 2004.
Repayment: Draws will be available at the Borrower's request until the Maturity date. At the
Maturity date, provided the Borrower is in compliance with all the terms and conditions herein,
the outstanding balance of Facility two will be repaid over no more than 48 equal monthly
installments of principal plus accrued interest (Borrower may request a shorter repayment period
if desired).
Prepayment: Outstandings under Facility Two may be prepaid in whole in or in part from time
to time without penalty or premium. All prepayments will be applied to installments due on the
Loan in the inverse order of maturity.
Facility Three
Borrower:
Loan Amount: $280,000
Purpose: Refinance existing indebtedness.
Interest Rate: The Loan will bear interest at a fluctuating rate at all times equal to the Bank's
Prime Rate (as established and announced by the Bank from time to time as its "Prime Rate") per
annum. The interest rate will change on the effective date of any change in the Bank's Prime
Rate. The Bank's Prime Rate is but one of several interest rate indices used by the Bank. The
Bank lends at rates above and below the Prime Rate.
Interest will be calculated on the basis of a 360-day year and will be applied to the actual number
of days elapsed.
Repayment: The Loan shall be repaid by the Borrower as follows:
In 48 equal installments of principal in the amount of $5,833.33, each payable on the first day of
each month, together with interest, at the Interest Rate payable on the first day of each month.
Prepayment: The Loan may be prepaid in whole in or in part from time to time without penalty
or premium. All prepayments will be applied to installments due on the Loan in the inverse order
of maturity.
Provisions applicable to all three facilities:
Collateral: The Loan will be secured by a first priority lien and security interest in all of the
following now-owned or hereinafter acquired assets, together with all proceeds thereof
(collectively, the "Collateral"):
Blanket first lien on all assets of the Borrower, to include Accounts Receivable, Inventory,
Equipment and General Intangibles.
To the fullest extent permitted by law, the Collateral shall secure the Loan and also secure any
and all other present and future liabilities, obligations and indebtedness of the Borrower to the
Bank.
Guarantors:
Closing Costs: This transaction shall be without cost to the Bank. Borrower shall reimburse all
expenses incurred by the Bank, including, without limitation, Bank's counsel fees and expenses.
Financial Reports:
1) CPA-compiled financial statements on the Borrower within 120 days of fiscal year end.
2) Quarterly internally generated financial statements on the Borrower within 30 days of quarter
end.
3) Annual personal financial statements on the Guarantors such that Bank never has statements
more than 12 months old.
The Borrower shall provide the Bank from time to time with such other financial information as
the Bank shall request.
Financial Covenants: During the term of this Commitment, and until the Loan is paid in full, the
Borrower shall observe the following covenants. If the Borrower is out of compliance with any
covenant, it shall be considered an event of default under the Loan unless waived in writing by
the Bank:
1) Borrower to show Debt Service Coverage Ratio of at least 1.20x, to be tested against CPA-
compiled financial statements, beginning with the fiscal year ended 12/31/04. The Debt
Service Coverage Ratio is defined as Funds Available divided by Funds Required. Funds
Available and Funds Required are defined below:
Net Income
+ Depreciation Expense
+ Amortization Expense Interest Expense
+ Interest Expense + Current Portion Long Term Debt
= Funds Available = Funds Required
2) Borrower to maintain maximum Senior Debt to Tangible Net Worth ratio of 2.0x.
Senior Debt is defined as total liabilities less any liabilities expressly subordinated to
the Lender. Tangible Net Worth is defined as Net Worth plus any liabilities expressly
subordinated to the Lender, less any intangible or related assets (i.e. Due From
Officer/Stockholder).
The Borrower shall maintain their primary depository accounts with the Bank.
Default: In addition to events of default contained in the Loan Documents, any of the following
shall constitute default by the Borrower under the Loan: (1) nonpayment of principal, interest,
fees or other payments; (2) any representations made to the Bank by the Borrower as to the
financial condition or credit standing of Borrower which is or proves to be false or misleading in
a material respect; (3) in the reasonable opinion of the Bank, there is a materially adverse change
in the financial condition of the Borrower; (4) any petition in bankruptcy or under any federal or
state insolvency statue for reorganization or for the making by any such persons or entities of an
assignment for the benefit of creditors; (5) the filing of a petition for appointment of a receiver or
for any arrangement by any of such persons or entities under any insolvency statue, which
petition is not withdrawn or dismissed with in thirty (30) days after filing thereof; (6) default on
any loan in the name of Borrower; (7) the Borrower fails to pay when due any tax imposed on it
or any tax lien filed against the Borrower or any of its assets; (8) any judgment against the
Borrower remains unpaid, unstayed on appeal, undischarged, unbonded or undismissed for a
period of thirty (30) days; (9) the Borrower discontinues its business as a going concern; (10) the
Bank in good faith deems the prospect of the Borrower' payment or performance of its
obligations to the Bank to have been impaired; and (11) the Bank in good faith deems the value or
lien priority of the Collateral to have been impaired-
Compliance with Loan Documents: The Bank's obligation to close the Loan is subject to the
Borrower's continuing compliance to the satisfaction of the Bank with all of the terms, conditions
and requirements of this Commitment, any loan agreement that is entered into between the
Borrower and the Bank and the loan documents that will evidence, secure and guarantee the Loan
(collectively, the "Loan Documents"). The Loan Documents will contain provisions customarily
found in loan documents employed by the Bank in transactions of this type, including provisions
dealing with confession of'judgement, no further encumbrances or liens, collateral maintenance,
waiver of jury trial, cross-default, cross-collateralization, change in control and ownership of the
Borrower, defaults and remedies. All documents, instruments, agreements and certificates relating
to the Loan must be in form and substance satisfactory to the Bank and on the Bank's standard
forms. The failure of the Borrower to reach agreement on the Loan Documents shall not be
deemed a breach by the Bank of this Commitment. Unless the Bank otherwise agrees in writing,
completion of all documents in form and substance satisfactory to Bank is a condition of closing.
This Commitment and all Loan Documents executed in connection with the Loan shall be
governed by the laws of the Commonwealth of Virginia.
Assig~nment: This Commitment may not be assigned by the Borrower without the Bank's prior
written consent.
Superseding of Prior Understandings: This Commitment supersedes all prior oral and written
negotiations and writings between the parties and cannot be amended, supplemented or modified
orally.
Basis of Commitment: By acceptance of this Commitment, the Borrower represents and agrees
that all financial statements and other information delivered to the Bank are correct and complete.
No material, adverse change may occur in, nor any adverse circumstance be discovered as to, the
collateral or the business or financial condition of the Borrower prior to closing. The Bank's
obligations under this Commitment are conditioned on (i) the performance of each term and
condition referenced by this Commitment and (ii) all business, credit and legal analysis of the
Borrower and all Collateral, being satisfactory to the Bank in its sole discretion.
Survival of Commitment: The terms and conditions of this Commitment will survive the
closing of the Loan. Any violation of the terms and conditions of this Commitment will
constitute a default under the Loan Documents. In the event of any conflict between the terms of
this Commitment and the Loan Documents, the terms set forth in the Loan Documents shall
control.
Expiration of Commitment: This Commitment shall become null and void if the Loan does not
close within 60 calendar days after acceptance by Borrower. TIME IS OF THE ESSENCE.
Acceptance: In order for this Commitment to remain effective, a copy of this Commitment must
be executed by the Borrower and returned to the Bank, and any required commitment fee must be
paid to the Bank, on or before December 31, 2003. This Letter is a mere proposal and until
timely accepted by the Borrower, no party should rely on this letter. On acceptance of this
Commitment, the Bank will then commence preparation of the Loan Documents.
{President}, we are pleased to offer you this Commitment and look forward to your relationship
with First Market. If you have any questions or concerns, please contact me at 804-327-7587.
Sincerely,
Harry A. Turton, Jr.
Senior Vice President
AGREED AND ACCEPTED ,20
Borrower:
By: Date:
Name:
Title:
Guarantors:
By: Date:
Date:

Exhibit B - Form Bank Term Sheet
TERM SHEET
The terms outlined below are for discussion purposes only, do not constitute a
commitment to lend and are subject to change. The contents of this term sheet are for the
benefit of "Borrower" identified below and my not be shared with any third party without
the express written consent of First Market Bank.
Date:
Borrower:
Lender: First Market Bank, FSB
Facility: A) Seasonal Line of Credit
B) Term Loan - refinance exisiting bank indebtedness
Amount: A) $200,000
B) $200,000
Maturity: A) , annually renewable.
B)
Interest: A) First Market Bank Prime Rate plus 1.0%.
B) First Market Bank Prime Rate plus 1.5%, or fixed rate equivalent (fixed
for five years at the Federal Reserve Five Year Swap rate - the "Index
Rate"- plus 4.5%. The rate will be set no more than five business days
prior to closing. The Index Rate may be found on the Federal Reserve
Statistical Release H. 15 web page at
http://www.federalreserve.gov/releases/hl 5/Update/).
Principal: A) Principal due at maturity, interest to paid monthly. Borrower will
cause the line to maintain a zero balance for at least 30 consecutive days
prior to maturity.
B) 60 monthly principal payments of $ ,plus accrued interest.
Fee: A) $ due at closing
B) $ due at closing.
Closing Costs: Borrower to assume all closing costs (assumed to be minimal).
Collateral: Blanket first lien on all assets of the Borrower, to include but not be
limited to Accounts Receivable, Inventory, Equipment and General
Intangibles.
Guarantors: (owners of stock > 20%}
Financial
Covenants: 1) Borrower to show a Net Loss of no more than $ for the
fiscal year ended
2) Borrower to show Debt Service Coverage Ratio of at least x, to be
tested against CPA-reviewed financial statements, beginning with the
fiscal year ended . The Debt Service Coverage Ratio is defined
as Funds Available divided by Funds Required. Funds Available and
Funds Required are defined below:
Net Income
+ Depreciation Expense
" Amortization Expense Interest Expense
± Interest Expense + Current Portion Long Term Debt
= Funds Available = Funds Required
Subordination: Any monies owed {owner} will be subordinate to the Lender's
indebtedness. Scheduled payments under Mr. _ s note(s) may
commence and continue as long as the loans are not in default.
Reporting: Borrower will submit annual CPA-reviewed financial statements within
120 days of fiscal year end.
Borrower will submit internally prepared income statement and balance
sheet quarterly within 30 days of quarter end.
Guarantors will submit personal financial statements annually such that
lender never has statements more than one year old.
Other: Borrower agrees to maintain its primary banking relationship with First
Market Bank.
Exhibit C - Form of Equity Term Sheet
CONFIDENTIAL
PROPOSED SERIES B PREFERRED STOCK FINANCING OF
INC.
TERM SHEET - _ 200_
This term sheet (this "Term Sheet") summarizes the principal terms of a
proposed investment by ("Investor") and other investors
approved by Investor and the Company (collectively the "Investors"). This Term
Sheet is for discussion purposes only and, except for the terms in the paragraphs
entitled "Confidentiality" and "Exclusivity", shall not be deemed to be binding
unless and until appropriate definitive agreements have been executed. All
dollar amounts referred to herein are in United States dollars.
Issuer: , Inc., a Delaware corporation (the
"Company").
Type of Securit: Series __ Preferred Stock (the "Series - Preferred
Stock").
Investment Amount: A total minimum of $. _, which may be
expanded at the request of the Investors to
$ , to be provided substantially as follows:
Investor A $
Investor B $
Other Investors $
Investor B reserves the right to assign up to 10% of its investment amount to
third parties affiliated with Investor B. All principal and interest from the
bridge loans will convert into Series __ Preferred Stock. All
principal and interest from the bridge loans will convert into Series
B-1 Preferred Stock (as herein defined) as set forth in the paragraph entitled
"Pre-Closing Recapitalization" below.
The investment shall occur in two equal tranches: the first on or before
_ _ , and the second on (or such earlier date as
the Investors may decide in their sole discretion).
*Includes conversion of the $___ miLlion bridge loan described in the paragraph entitled "A-1 Bridge Loan" below.
Pre-money Valuation:
Pre-Closing
Recapitalization:
$ on a fully-diluted and as-converted
basis, inclusive of shares of Common Stock reserved
under the Stock Option Plan (as herein defined) equal
to % of the fully-diluted equity post-closing.
As a condition to closing, the terms of the existing
Senior Preferred Stock (the "Series A Preferred") shall
be amended prior to the issuance of the Series __
Preferred Stock to provide that, upon a Liquidation
Event (as herein defined) (i) the Series A Preferred
shall receive a liquidation preference equal to one (1)
times the Series A Preferred original issuance price
plus accrued dividends, but shall not otherwise
participate pro rata on an as-converted basis with the
Common Stock or other series of Preferred Stock in the
distribution of available proceeds (unless such shares
of Series A Preferred are converted to Common Stock
prior to such Liquidation Event); and (ii) after the
payment of all liquidation preferences on the Preferred
Stock, the Common Stock participate pro rata on an as-
converted basis with the Series Preferred Stock in
the distribution of the remaining proceeds (without
regard to payment of the liquidation preference
payments to the Series __ Preferred Stock). The terms
of the Series A Preferred shall further be amended
prior to the issuance of the Series __ Preferred Stock to
provide for the removal of (i) all anti-dilution
protection with respect to future issuances of equity
securities (except for stock splits and the like); and (ii)
all protective provisions and class voting rights (except
as may be required by law), including the right of the
Series Preferred to elect directors of the
Company or to have a board representative on any
board committee. The Series A Preferred shall be split
1:2 so as to result in a 1:1 conversion ratio pre-closing.
As a condition to closing, the warrant coverage for
Investor B and all other participants in the
bridge loans shall be reduced by half.
In addition, all of the principal and interest from the
bridge loans shall convert into a newly-
Price per Share:
created series of Preferred Stock (the "Series B-i
Preferred Stock"), which shall have all the rights and
preferences of the Series - Preferred Stock, except that
(i) the Series B-1 Preferred Stock shall have a
liquidation preference equal to one (1) times the per
share issue price, together with any declared but
unpaid dividends and the amount equal to the balance
of the unpaid, undeclared, accrued Series - Preferred
Stock Coupon (as herein defined), compounded
annually, and after payment of all liquidation
preferences on the Preferred Stock, shall participate in
the distribution of the remaining proceeds on an as-
converted basis as described in the preceding
paragraph; (ii) the Series B-1 Preferred Stock shall have
a redemption price equal to one (1) times the Series B-I
Preferred Stock original issuance price, together with
any declared but unpaid dividends and the amount
equal to the balance of the unpaid, undeclared,
accrued Series __ Preferred Stock Coupon (as herein
defined), compounded annually; and (iii) the Series B-
1 Preferred Stock shall be junior in priority to the
Series - Preferred Stock in liquidation and
redemption and senior in priority to the Series A
Preferred Stock and the Common Stock. (All
references to the Series __ Preferred Stock in this Term
Sheet shall include the Series B-1 Preferred Stock,
unless the context otherwise requires.)
$ based on total common stock
equivalents prior to this investment of
including an employee stock option pool of
shares of common stock (inclusive of
options granted or proposed to be
granted to date), warrants outstanding
(exclusive of warrants issued or issuable in connection
with the bridge loans) and
shares of Series A Preferred Stock, and an
implied pre-money valuation of $ The
Price per Share assumes that the current holders of
Series A Preferred Stock have waived their anti-
dilution protection in connection with the issuance of
the Series Preferred Stock. The Series A Preferred
Stock shall be split 1:2 so as to result in a 1:1
conversion ratio pre-closing.
Total Shares to be Issued: shares of Series __ Preferred Stock and
shares of Series B-1 Preferred Stock
(exclusive of and subject to adjustment for (i) shares of
Series __ Preferred Stock or Series B-1 Preferred Stock
to be issued upon conversion of accrued interest from
all bridge loans and (ii) the warrants to be issued in
connection with the Bridge Loan).
Post Financing
Capitalization: Immediately following the closing of this investment,
the Series __ Preferred Stock and Series B-1 Preferred
Stock shall represent % of the fully-diluted equity
securities of the Company on an as-converted basis
(assuming the minimum Investment Amount of
$ r but subject to adjustment for (i)
shares of Series Preferred Stock or Series B-1
Preferred Stock to be issued upon conversion of
accrued interest from all bridge loans and (ii) the
warrants to be issued in connection with the
Bridge Loan), and the total shares of
Common Stock available under the Stock Option Plan
(as herein defined) shall represent _% of the fully-
diluted equity securities of the Company inclusive of
all options issued under the Stock Option Plan
outstanding on the date of Closing (but subject to
adjustment per above.) Subject to the preceding
sentence, immediately following the closing of this
investment, the fully diluted ownership of the
Company shall be as set forth below.
Shares Percentage
Common stock
Existing Option Pool
Additions to Option
pool
Warrants outstanding
Series A outstanding
Series __ new
investors
Series __ bridge
loans
Series
loans
A-1 Bridge Loan:
bridge
Investor B shall provide immediate bridge financing to
the Company of $_ million on the same terms and
conditions as the bridge loans, except that
the warrant coverage for the A-1 Bridge Loan shall be
% of the original warrant coverage for the
bridge loans. The A-1 Bridge Loan shall be funded as
follows: $__ million presently and $_ million by
The second tranche of the A-1 Bridge
Loan shall be funded only if there has been no material
adverse change with respect to the Company and its
business prospects, as determined solely in the
discretion of the participants in such bridge.
It shall be a pre-condition to the A-1 Bridge Loan that
all of the holders of the Series A Preferred shall have
provided to the Investors written assurance, in form
and substance reasonably acceptable to the Investors,
that the Series A Preferred will vote in favor of the
transactions contemplated by this term sheet,
including the Pre-Closing Recapitalization.
Series Preferred
Stock Terms:
Dividends - The Series Preferred Stock shall
bear cumulative dividends at an annual rate per
share of - per cent (_%) of the issue price
(the "Series - Preferred Stock Coupon"). The
Series __ Preferred Stock Coupon shall accumulate
and compound annually, whether or not such
dividends are declared or sufficient surplus exists
to declare such dividends. No dividend with
respect to the Company's Common Stock or any
other series of preferred stock shall be paid until
the Series __ Preferred Stock Coupon has been
declared and paid. In addition, the Series __
Preferred Stock shall share on a pro rata basis in
any dividends declared on the Company's
common stock (the "Common Stock") or any other
series of preferred stock when, if and as declared
by the Board of Directors, on an "as-if-converted"
basis. Dividends on all Series Preferred Stock
shall be payable (in cash or shares at the discretion
of the holders) upon conversion to Common Stock
or upon a Liquidation Event (as herein defined).
Redemption Rights - The Series - Preferred Stock
shall have redemption rights identical to the Series
A Preferred Stock, except that (i) the redemption
price shall be two (2) times per share issue price,
together with any declared but unpaid dividends
and the amount equal to the balance of the
unpaid, undeclared, accrued Series __ Preferred
Stock Coupon, compounded annually; and (ii) the
Series - Preferred Stock shall be senior in priority
to the Series A Preferred Stock and the Series B-1
Preferred Stock in redemption.
Liquidation Preference - In the event of any
Liquidation Event, the holders of the Series -
Preferred Stock shall be entitled to receive, in
preference to the holders of the Series B-1
Preferred Stock, the Series A Preferred Stock and
the holders of the Common Stock, an amount
equal to the greater of: (i) times the per
share issue price, together with any declared but
unpaid dividends and the amount equal to the
balance of the unpaid, undeclared, accrued Series
__ Preferred Stock Coupon, compounded
annually; or (ii) times the per share issue
price, together with any declared but unpaid
dividends and the amount equal to the balance of
the unpaid, undeclared, accrued Series _
Preferred Stock Coupon, compounded annually,
plus the amount which, after payment of all
liquidation preferences on the Preferred Stock,
would be payable to the holders of the Series _
Preferred Stock if all such shares had been
converted into Common Stock immediately prior
to the Liquidation Event. A "Liquidation Event"
shall mean: (i) any liquidation, dissolution or
winding up of the Company; (ii) any sale or other
disposition of all or substantially all of the
Company's assets; or (iii) any merger,
consolidation, secondary sale of stock (including
by way of exercise of the Drag Along (as defined
below)) or other transaction (other than a
Qualified Public Offering (as defined below)) in
which the holders of the Company's voting
securities prior to such transaction will hold, after
such transaction, less than __% of the combined
voting power of the surviving entity.
, Conversion - Each holder of the Series __ Preferred
Stock shall have the right, at its option, to convert,
at any time, all or any part of its Series -
Preferred Stock into Common Stock at the then
applicable conversion price of the Series __
Preferred Stock (the "Conversion Price", as further
defined below).
* Conversion Price The Conversion Price shall
initially be equal to the original purchase price for
the Series __ Preferred Stock, subject to adjustment
for: (i) the "Anti-Dilution Protection" provisions
set forth below; and (ii) stock splits,
consolidations, stock dividends, recapitalizations
and the like.
Automatic Conversion - The Series Preferred
Stock shall automatically convert into shares of
Common Stock at the then-applicable Conversion
Price upon on the earlier to occur of: (i) a Qualified
Public Offering; and (ii) the vote of __ percent of
the holders of the Series __ Preferred Stock,
provided that such holders must include Investor
A and Investor B (the "Requisite Majority"). A
"Qualified Public Offering" shall mean an initial
public offering at a public offering price not less
than three (3) times the issue price of the Series __
Preferred Stock for minimum gross proceeds to
the Company of $
Anti-dilution Protection - If, at any time after the
closing, the Company issues additional equity
securities, or securities convertible or exercisable
for equity securities, at a per share price less than
the Conversion Price for the Series Preferred
Stock (other than the Excluded Securities, as
defined below), the Conversion Price for the Series
- Preferred Stock will be subject to adjustment; (i)
from closing until one (1) year after closing on a
full ratchet basis whereby the Conversion Price
will be reduced to the lowest price at which the
Company issued such additional shares, or (ii)
after the date that is one (1) year from closing, on a
weighted average basis as set forth in the
Company's current Certificate of Incorporation.
"Excluded Securities" shall mean securities issued
or issuable pursuant to: (i) the Stock Option Plan
(as herein defined), to the maximum number of
shares of Common Stock or Common Stock
equivalents set forth in the paragraph entitled
"Employee Stock Option Plan" below, inclusive of
options granted pursuant to the Stock Option Plan
up to and including the closing date; (ii) Common
Stock issued upon exercise of any of the warrants
granted in consideration of the bridge
loans or the A-1 Bridge Loan; or (iii) the
conversion of Preferred Stock (collectively the
"Excluded Securities").
* Voting Rights - Except as required by law and
except as otherwise provided herein, the holders
of Series __ Preferred Stock shall vote on an "as-if-
converted" basis, together with the holders of the
Series A Preferred Stock and Common Stock as a
single class.
Protective Provisions - The consent of the holders of
the Requisite Majority of the Series __ Preferred
Stock shall be required for: (i) any Liquidation
Event; (ii) the redemption or repurchase of the
securities of the Company (other than pursuant to
the Stock Option Plan or the redemption
provisions of the Series __ Preferred Stock); (iii)
Board of Directors:
any amendment to the Company's certificate of
incorporation or by-laws; (iv) the authorization or
issuance of additional shares of any class or series
of stock or any securities convertible into shares
of any class or series of stock; (v) any change to the
rights, preferences or privileges of the Series i
Preferred Stock or Series A Preferred Stock or the
authorization or issuance of additional shares of
Series Preferred Stock or Series A Preferred
Stock; (vi) any amendment of the Stock Option
Plan or increase or decrease of the stock option
pool; (vii) the authorization of any dividend or
distribution in cash or kind (other than in
accordance with the terms of the Series
Preferred Stock); (viii) any change in the size of
the Company's board of directors; (ix) issuance by
the Company of any indebtedness of greater than
$___I_ or any capital expenditure in excess of
$ ; (x) the carrying on of business with
non-arms length parties, other than as approved
by the Investors prior to the Closing; (xi) the
disposition or encumbering of any of the
Company's material assets or intellectual property
including by way of an exclusive license; and (xii)
any substantial change in the Company's business;
or (xiii) the Company's entering into any
commitment or agreement to do any of the
foregoing.
Following the Closing, the Board of Directors shall be
fixed at directors, with (i) the CEO of the
Company to be a director, (ii) three (3) directors to be
appointed by the holders of a majority of the Series __
Preferred Stock, consisting of one representative of
Investor A, one representative of Investor B (initially
) and another individual who shall be
nominated by the holders of a Requisite Majority of
the Series __ Preferred Stock, and (iii) one (1) director
to be designated by a majority of the Investors other
than Investor A and Investor B. The Company shall
maintain director and officers insurance from a
recognized insurer with a minimum policy limit of
$ - Within twelve (12) months of the
Preemptive Rights:
Right of First Refusal:
Co-Sale Right:
Drag Along:
Closing, the Company shall designate a Chairman of
the Board who is not the Company's CEO.
Each holder of the Series __ Preferred Stock shall have
a preemptive right to purchase up to its pro rata share of
any equity securities, or securities convertible or
exercisable for equity securities, offered by the
Company at the same price and on the same terms as
the Company offers such securities to other potential
investors (with a right of over-subscription if any
holder of Series Preferred Stock elects not to
purchase its pro rata share). This pre-emptive right
shall not apply to Excluded Securities. The
preemptive rights shall terminate upon the closing of a
Qualified Public Offering.
The holders of the Series __ Preferred Stock shall
have a right of first refusal for all transfers of shares by
the holders of Series A Preferred Stock and Common
Stock, subordinate to the Company's right of first
refusal. In the event the Company elects not to
exercise its right of first refusal, this right shall be
assigned ratably to the holders of the Series _
Preferred Stock. The right of first refusal shall
terminate upon the closing of a Qualified Public
Offering.
The holders of the Series Preferred Stock shall have
the right to participate ratably in any offer procured by
the holders of Series A Preferred Stock and Common
Stock to transfer their shares. This right of co-sale shall
not apply to and shall terminate upon the closing of
any Qualified Public Offering.
In the event that a bona fide third party offer to
acquire the Company is received which the holders of
the Requisite Majority of the Series __ Preferred Stock
are prepared to accept, then such selling stockholders
shall have the right to require all other stockholders of
the Company (exclusive of shareholders resulting
from exercises of options issued under the Stock
Option Plan) to participate in such sale on the same
terms as the initiating stockholders (by way of a
merger, sale of all outstanding securities, sale of all
assets or otherwise).
Registration Rights: The holders of the Series __ Preferred Stock and the
Common Stock issuable upon the conversion of such
Series __ Preferred Stock (the "Restricted Shares")
shall have the following registration rights:
* Demand Registration At any time after the earlier
of (i) three (3) years after the closing date of this
financing or (ii) six months after the closing date
of an initial public offering, the holders of 30% of
the Restricted Shares may require the Company to
file a registration statement under the United
States Securities Act of 1933 (the "1933 Act")
and/or a prospectus in Canada qualifying the
Restricted Shares that are the subject of the
request. The Company will not be obligated to
effect and consummate more than two (2)
registrations under these demand provisions.
* Short-Form Registration - Any holder of Restricted
Shares will have the right to require the Company
to perform an unlimited number of short-form
registrations, on Form S-3 (if available). The
minimum size of any short-form registration must
be at least $1,000,000. The Company will not be
obligated to effect and consummate more than
two (2) such registrations on Form S-3 within any
12-month period.
" Piggyback Registration - Holders of Restricted
Shares shall be entitled to unlimited "piggyback"
registration rights on all registrations by the
Company or other security holders of the
Company, subject to underwriter cut back in view
of market conditions, provided that all securities
being registered by persons other than the
Company and the holders of the Restricted Shares
are first cut back and in no event will the number
of Restricted Shares be cut back to below 25% of
such offering.
" Expenses All registration expenses (including up
to $__ for one outside counsel to the sellers of
Restricted Stock) other than underwriting
discounts and commissions shall be borne by the
Company.
" Transfer of Rights - Registration rights attaching to
the Series __ Preferred Stock may be transferred to
a transferee who acquires at least 15% of all of the
Restricted Shares held by the transferor, or
without limitation to partners, shareholders or any
affiliate of the holder.
* Subsequent Grant of Superior Rights - The Company
will not grant any registration rights on parity
with or superior to the registration rights
attaching to the Series __ Preferred Stock without
the prior written consent of the holders of the
Series __ Preferred Stock.
* Other Registration Provisions - The registration
rights agreement will contain provisions
regarding cross-indemnification, underwriting
arrangements and other provisions that are
customary in transactions of this kind.
Consolidation of Rights - Notwithstanding the
above, the registration rights granted to the
Investors shall be at least as favorable as those
granted to . and all such
registration rights granted to . the
Investors and the other holders of Preferred Stock
shall be consolidated and unified in a single
registration rights agreement covering all
registrable securities issued by the Company.
With respect to registration requests (including the
timing for making a demand) and cutback
provisions, the Series __ Preferred Stock shall be
senior in priority to the Series A Preferred Stock.
Information Rights:
Employment Matters:
Employee Stock
Option Plan:
Each holder of Series Preferred Stock shall be entitled to
receive: (i) audited annual financial statements (within 90 days
of year end); (ii) unaudited quarterly financial statements
(within 30 days of the end of each such quarter); (iii) annual
capital and operating budgets (the "Budgets") (within 30 days
prior to year end); (iv) copies of all materials prepared for the
Board of Directors meetings; and (v) such other information as
may reasonably be requested by a holder of the Series __
Preferred Stock.
Excluding those who have already so entered into
such agreements, each current and future employee
and consultant of the Company will enter into a
Proprietary Information and Inventions Assignment
Agreement with the Company in form and substance
reasonably satisfactory to the Investors.
At Closing, the Company shall amend its stock option
plan (the "Stock Option Plan") such that the total
number of shares of Common Stock issuable
thereunder shall represent % of the fully-diluted
equity of the Company immediately after the issuance
the Series __ Preferred Stock (inclusive of options to
purchase Common Stock issued thereunder and
outstanding on the date of Closing). In all other
respects, the Stock Option Plan shall be in a form
reasonably acceptable to the Investors.
Stock Purchase Agreement: This investment shall be made pursuant to a
stock purchase agreement reasonably acceptable to the
Company and the Investors, which agreement shall
contain, among other things, appropriate
representations and warranties of the Company and
indemnification provisions customary to a transaction
of this nature.
Expenses and Legal Fees: Upon Closing of the investment, the Company shall
pay the reasonable fees and expenses of counsel to the
Investors incurred in connection with this financing,
up to $50,000 in the aggregate.
Confidentialiy: The Investors, the Company and their respective
representatives agree to keep confidential the contents
Exclusivity:
Due Diligence:
Conditions Precedent
to Closing:
of this Term Sheet and the discussions and
negotiations related thereto, unless otherwise agreed
by the parties. Any press release or other public
statement issued by the Company relating to this Term
Sheet or the transactions contemplated hereby shall be
approved in advance by the Investors.
For a period of forty five (45) business days from the
date of the signing of this Term Sheet, the Company
and each principal shareholder of the Company (i)
shall deal exclusively with the Investors in connection
with the issue or sale of any equity or debt securities or
assets of the Company or any merger or consolidation
involving the Company, (ii) shall not solicit, or engage
others to solicit, offers for the purchase or acquisition
of any equity or debt securities or assets of the
Company or for any merger or consolidation involving
the Company, (iii) shall not negotiate with or enter
into any agreements or understandings with respect to
any such transaction and (iv) shall inform the
Investors of any such solicitation or offer.
The Company acknowledges that this Term Sheet is
based on available information provided by the
Company and the Investors have not had the
opportunity to conduct a full due diligence
investigation.
The closing shall be subject to the following
conditions: (i) the concurrent sale and purchase of a
minimum of $ _ of Series __ Preferred Stock;
(ii) the Investors have completed and are satisfied, in
their sole discretion, with their technical, legal and
financial due diligence review of the Company; (iii)
completion of mutually satisfactory legal
documentation; (iv) no material adverse change in the
Company's business prospects shall have occurred
between the signing of this Term Sheet and the
closing; (v) satisfaction of other customary closing
conditions as set forth in the stock purchase
agreement; and (vi) completion of the Pre-Closing
Recapitalization and amendment to the Stock Option
Plan.

The Company shall pay no finder's fees or placement
fees in connection with the sale of Series Preferred
Stock, other than fees to for Investors
identified by _ and introduced to the
Company by , and otherwise acceptable to
the Company and the Investors.
The parties agree to work in good faith to complete the
transaction summarized above by . or
such later date as may be agreed in writing by the
Investors and the Company.
INVESTOR A
Name:
Title:
INVESTOR B
Name:
Titile:
As of this __ day of 00-.200, the undersigned hereby acknowledges
that the terms of this Term Sheet are acceptable as a basis for negotiating an
investment by the Investors in the Company and agrees to be legally bound by
those particular terms under the heading "Confidentiality" and "Exclusivity."
. INC.
Name:
Title:
Finders:
Closing:
